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No. 22,188-A 
IN THE 


United States Court of Appeals 


FOR THE NINTH CIRCUIT 


In the Matter of 


E. W. REYNOLDS CoMPANY, 
Bankrupt. 


Beverty McConne Lt, and Oscar StTrRoBEL, Trustee of 
the Estate of E. W. REYNOLDS CoMPANY, 
Appellants, 
US. 


Estate oF W. H. Butter, Deceased, CERTAIN DE- 
BENTURE HOLDERS, 
Appellees. 


On Appeal From the United States District Court 
for the District of Arizona. 


BRIEF FOR CERTAIN DEBENTURE 
HOLDERS; APPELLEES. 


Jurisdictional Statement. 


This is an appeal by Oscar Strobel, Trustee of the 
Estate of E. W. Reynolds Company, a Bankrupt, from 
a judgment of the United States District Court for the 
District of Arizona, entered in proceedings to review 
an order of the Referee in Bankruptcy of that Court. 


The District Court had jurisdiction of the review 
proceedings by virtue of Section 1334 of the Judicial 


= pS 


Code. 28 U.S.C. Jurisdiction over an appeal therefrom 
exisis in the above-entitled Court under and by virtue 
Z Sections 1201 and 1202 of the Judicial Code, Tink 
& U.S.C... and Section 24 of the Bankruptcy A 

Tne 11, U.S.C. oh 


Statement of the Case. 


In the said bankrupicy proceedings. the appellam 
irustee in bankruptcy filed objections io the creditor 


claims of ceriain creditors. and ror grounds ot objecud 
as to all ot the creditors who are appellees herem 
identically alleged as follows: “Allowance of the Tal 
lowing claims on a par with the claims oi other creditor 
herein is objected to. and vour trustee respectiully re 
quests that their allowance and payment of any divi 
dends thereon be subordinated to payments or dividend 
io other claims of general unsecured creditors herein 
Therearier, said irustee tiled a document entitled “Spee 
ification oi Nature ot Trusiee’s Objection to Debs 
ture Claims”. relating to the claims of the appellee 
herein. Ss s Record. p. 77. | 

Said matter came on regularly for hearing beiore 
tite Renate in charge or said bankruptcy. Aiter 
irial consuming a rull day's ume. in which oral a 
Gocumeniary evidence was introduced and the matter 
fully argued. the case wes submitted upon writt 
memoranda to be filed. Atier this was done, Ge 
Referee made his written Findings or Fact and Conel 
sions ot Law. Based thereon, he entered an Order a 
ruling said objections and ordering said claims to 


th 


allowed as filed as general unsecured claimns on a pan 
with all other gemeral uisecured creditors’ claims 
the proceedings. [Cierk’s Record. p. 101.] 
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The appellant trustee filed with the District Court a 
petition to review said Referee’s Order. The appellant 
rustee failed to request or arrange for the preparation 
or transmittal of any reporter’s transcript, and, in- 
Jeed, made no request nor arrangements for the trans- 
mittal to the United States District Court of any of the 
documentary exhibits which had been introduced into 
evidence. The same accordingly were not before the 
District Court on the review. 


The Referee prepared his Certificate on Review, and 
filed the same on March 17, 1967. Notice of filing said 
Certificate on Review was filed on the same date and 
on said date served upon the appellant trustee. 


Said matter came on for hearing before the United 
States District Court on Friday, April 7, 1967. Two 
days before that time, namely, on April 5, 1967, appel- 
lant trustee mailed to appellees and other interested 
parties “Objections to Referee’s Certificate on Review 
and Request for Amendment Thereto”, and filed the 
same with the District Court. For the first time there- 
in, appellant trustee requested “that the Referee be by 
order of this Court required to certify a transcript 
of the evidence or a summary thereof.” No funds or 
financial arrangements were ever made or offered with 
respect to said reporter’s transcript, and, of course, 
appellant had allowed only one day for the Referce to 
prepare a further summary of the lengthy hearing 
assuming that the Certificate itself were not sufficient 
for this purpose. As a result, no transcript or sum- 
mary were before the District Court on the review 
other than the Referee’s Certificate on Review itself, 
which did contain a summary therein. 


Si 


No motion or request for a continuance of the hear- 
ing set for April 7, 1967, was made by appellant trustee 
at any time. 


Said matter was therefore heard by the District 
Court on April 7, 1967, and on May 2, 1967, the said 
Court entered its Order bearing date of April 27, 


1967, that the Objections to the Referee’s Certificatemm 


on Revew were overruled, and that the Referee’s Find- 
ings of Fact, Conclusions of Law, and Orders appealed 
from were sustained. 


The form of said Judgment was thereafter amended, 
at appellant’s request, and entered as amended, on 
June 26, 1967. Notice of appeal therefrom was filed 
on July 3, 1967. 


The Facts. 


It has been held that where, as here, the Certificate 
of the Referee in Bankruptcy did not contain a sum- 
mary of evidence, the Findings of the Referee are con- 
clusive unless wrong on their face. Jn re Runnymede 
Finance Co., Inc. (C.C.A. 9th), 64 F. 2d 169, acconm 
In re Burntside Lodge, Inc., 7 F. Supp. 785. 


Thus, it is submitted that the facts set forth in the 
Referee’s Findings of Fact necessarily set forth all of 
the facts upon the basis of which the District Court 
properly ruled, and which are available for considera- 
tion here. 

It is to be noted, however, that the appellant’s brief 
devotes considerable length to setting forth appel- 
lant’s version of “The Facts’. This version of Mame 
facts not only was not supported by the evidence be- 
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fore the Referee, but as above mentioned, was not, 


brought by appellant before the District Court previous- 


—— 


y other than as above described, and the introduction 
f facts at this stage on this appeal as thus attempted, 
t is submitted, is not appropriate before this Court. 


However, in the event that for any reason the Court 
leems it appropriate to take up the factual matters as 
lescribed in appellant’s brief, appellees hereby submit 
he following as more fully and accurately setting forth 
he facts and history involved: 


The bankrupt, E. W. Reynolds Company was orig- 
nally founded prior to the turn of the century by E. 
W. Reynolds. Mr. Reynolds started out as a supplier 
9 watch parts and repair materials to watchmakers. 
The business was incorporated as E. W. Reynolds 
Sompany in 1905, and gradually expanded its opera- 
ions into supplying and distributing watches, as well 
1g watch parts, silverware, jewelry and, subsequent to 
World War II, small household appliances. 


The Estate of Walter H. Butler, Deceased, is the larg- 
ast single creditor of the above-named bankrupt, and 
Gladys Reynolds Butler is the Executrix of the Es- 
tate. Mrs. Butler is the widow of the decedent and 


one of the daughters of the company’s original 
founder, E. W. Reynolds. 


The business prospered and expanded both under 
Mr. Reynolds during his lifetime, and later under the 
direction of his son-in-law, the said Walter H. Butler. 


The prosperity and expansion of the business brought 
its own problems. Its increased volume of sales re- 
quired larger inventories and resulted in greater 
amounts of outstanding accounts receivable. The com- 
pany secured the necessary capital to finance its in- 
creased inventories and added accounts receivable by 


age 


large bank borrowings. During the early and muddle 
1950's the company’s need tor working capital was so 
great that its bank loans went well in excess of $1. 
000,000. This high was reached during its peak season, 
but even during its slack season the company found it 
difficult to get its bank loans below $500,000. This 
state of affairs brought its bank under criticism from 
federal bank examiners who took the position that this 
loan, at least to the lowest amount outstanding at any 
time during the year. constituted a permanent capital 
loan. Such classification of a loan would require the 
bank to place additional amounts on reserve. The come 
pany’s bankers then advised the company that it would 
have to change its dividend policy. retain its earnings, 
or secure other sources of permanent capital investment, 
so that it would only use bank loans for short term 
peak season needs. 


A temporary expedient to solve the immediate prom 
lems of the bank was developed. The regular bank 
used by the company was paid off by simply going fo 
another bank and borrowing the required funds. This 
back and forth device was recognized to be only a tem- 
porary solution and retention of earnings. possible re- 
ductions in inventory. and tighter credit policies would 
have to be employed in order to bring the company’s 
operations within its available capital. 


During the early 1950’s a good portion of the in- 
creased volume of business came from the sale of small 
appliances. However. these appliances were relatively 
large items from the standpoint of bulk. compared to the 
dollar volume of sales. and the profit margins were also 
low by reason of sharp competition. The company’s 
operations had been conducted for many vears i 
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downtown Los Angeles on 5th Street between Broad- 
way and Hill, and the increased appliance business re- 
quired the renting of a warehouse in the City of Ver- 
non. This separation of facilities increased overhead 
costs, and during 1955 and 1956 plans were made and 
put into effect whereby Mr. Butler and his two sons 
provided the necessary capital to finance the construc- 
tion of a combination of office, showroom, and ware- 
house, in an area now known as the City of Commerce. 
It was expected that by consolidating all of the opera- 
tions, administrative, sales and warehousing, efficiency 
and savings would be realized. Part of this program 
was the result of recommendations made by a manage- 
ment consultant organization which was paid a fee of 
$22,724.41 during the fiscal year ending May 31, 1956, 
which constituted almost half of the net operating loss 
for that year. Other actions taken with respect to re- 
duction in inventory and reorganization which occurred 
during 1956 contributed to that year’s operating loss. 
However, these losses were anticipated, as it was ex- 
pected a loss would be incurred with the moving ex- 
penses, the disruption in regular activity and certain 
reduction in inventory and other reorganization efforts. 


As part of this reorganization plan, a policy that no 
dividends would be paid was adopted, and the adoption 
of this policy gave rise to the debenture exchange pro- 
gram which is the subject of the present appeal. 


In 1947 the company had offered to sell some of its 
stock to employees on a stock purchase plan. Many 
of the employees, and most of the key employees, took 
up the offer and purchased stock, almost all by means 
of a small downpayment with the balance represented 
by a note secured by a pledge of the stock. It was ex- 
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pected that the dividends paid on the stock would take 
care of all or substantially all of their installment pay- 
ment obligations as the company had a good record of 
earnings and a liberal dividend policy. Other principal 
stockholders, particularly members of the Butler fam- 
ily, had established standards of living based upon this 
generous dividend policy. 


Thus, the increase in volume of business, the in- 
crease in costs of doing business, and the lower profit 
margins on a major segment of the sales volume all 
combined to put the squeeze on profits and increase the 
need for more working capital. 


This was the situation facing the company’s manage- 
ment and its bankers, with the result that a policy was 
established that no dividends would be paid until the 
company’s working capital was built up out of profits 
to the point that bank loans would be needed only during 
the peak season to finance the added inventory needed — 
for and the added receivables resulting from the Christ-_ 
mas season business. | 


It was realized that the establishment of the divi- 
dend policy would have a major impact on the many _ 
stockholder-employees who were depending upon divi- — 
dends on the stock as the source of funds to meet their 
stock purchase plan payments. There were others 
whose savings were invested in the company’s stock 
and who relied on dividends for part of their living 
expenses. All the key employees of the company, de- 
partment heads, top salesmen, and the top echelon of 
administrative personnel were involved in the stock pur- 
chase plan and the company management were concerned 
about the many adverse affects the no dividend policy 
would have. 
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The two major effects on these stockholder-employees 
were, one, they would most likely have to default on 
their stock purchase contracts, and, two, they would be 
getting no return on their invested savings. A col- 
lateral problem existed because the company had a policy 
of purchasing the stock of deceased employees and as a 
part of the capital building program, it was no longer 
going to repurchase any stock from deceased employees. 
The company’s stock, other than that owned by em- 
ployees, was closely held by members of the family and 
had no market, thus a deceased employee’s spouse would 
have no way of either raising money by a sale of the 
stock or getting any returns from the investment for 
an indefinite period in the future. 


All of the considerations prompted the company’s 
management to explore means of accommodating to the 
needs and desires of its many and important employees 
to maintain their loyalty and support and provide in- 
centive for the future as well. 


The device chosen to solve the problem was deben- 
tures. Debentures were capable of providing a given 
return per annum. Their value was fixed, and as 
evidences of indebtedness they had definite market value 
and were saleable. An additional attractive feature was 
that the interest paid on the debentures was a deductible 
expense for corporate income tax purposes. 


As debentures appeared to provide the solution to the 
many problems which would arise between the company 
and its employee-stockholders upon the adoption of a 
no-dividend-policy, the company’s management pro- 
posed a program of an exchange of stock for deben- 
tures coupled with a cancellation of all outstanding 
stock purchase commitments. 
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This exchange privilege was offered only to em- 
ployee-stockholders and not to any of the corporate of- 
ficers or members of the family group constituting the 
top management of the company. 


There were 32 of these employee-stockholders and 
the largest single holding was 300 shares with a net 
equity of $43,470.00. The next largest equity was 
$25,000, and there were only six employees with 
equities between $25,000 and $10,000. The remaining 
25 (out of 32) had equities of less than $10,000. 


[Exhibit B to Supplement to Application filed Octo- 
ber 31, 1956. ] 


The debentures to be issued were set up in series 
with none maturing before 1963. 


The debenture-exchange program solved all of the 
company’s problems with its employee-stockholders in 
such a way as to keep and maintain their loyalty and in- 
terest in the company and its future and forestall any 
complaint or feelings of animosity by these employees 
toward the company. The debentures were marketable 


and would give a current return at a reasonable rate} 


on savings. 


The company also would benefit as the interest paid 


would be a tax deductible expense, and though the — 


debentures had maturity dates, they were far enough in 
the future to give the company an opportunity to im- 
prove its capital position by the retention of all of its 
earnings in the interim. Because of the marketability 
of the debentures, the company didn’t have to concern 
itself with its responsibility to cash in any stock of de- 
ceased employees. 

The annual cost of carrying this debenture issue was 
less than $15,000 per year (6% of the total amount of 
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debentures issued—$244,800, or $14,668) and after 
corporate income taxes the cost would be only about one- 
half of that amount. Year-end employee bonuses were 
much more than the cost of carrying the entire deben- 
ture issue. 


Actually the debenture issue was a relatively small 
part of the entire reorganization plan. It was fully dis- 
cussed and fully approved by the company’s bankers 
who continued to renew loans in amounts between 


$500,000 and $1,000,000. 


At this same time it was decided that a consolidation 
of the company’s warehousing, showroom and office fa- 
cilities would reduce the costs of operation. Mr. Walter 
H. Butler and his two sons, all in the top management 
group of the company and principal shareholders, pur- 
chased land and built a building in what is now the 
City of Commerce, specially designed with executive and 
administration offices, diamond vaults, air conditioned 
showrooms, and a warehouse area to house all the com- 
pany’s operations under one roof. 


The plan of reorganization considered was adopted in 
1956, as evidenced by the payment of $22,724.41 for 
management consultant fees and by the application to 
the California Commissioner of Corporations for the 
debenture exchange plan and the moving to the new 
place of business. 


This was certainly not the course of action taken by 
a company on the verge of bankruptcy or insolvency. 
It should be noted that as of May 31, 1956, the net 
worth or stockholders’ equity was over two million dol- 


lars ($2,124,559.30). [August 31, 1956 Financial 
Statement. | 


In spite of reverses, the stockholders equity at the 
end of the 1957 fiscal year was $1,754,046.00, and even 
at the end of the 1958 fiscal year the stockholders’ 
equity was $807,381. 

Unfortunately, this old line distributor was caught 
up in new merchandising methods in its field. Discount 
houses, and large merchandisers began buying direct, 
and on the other end of the line the retail jewelry mer- 
chant was expanding his easy credit sales and demand- 
ing longer terms from the wholesale distributors. 


The discount operators put a squeeze on profits and 
the company’s competitors were extending easy credit 
terms which had to be matched and this added to the 
company’s need for more working capital. At the same 
time the company’s bankers were tightening on the 
loans. 

In an effort to improve the position of the company, 
Mr. Butler, the president, who had advanced substan- 
tial sums to the company, and his wife, who was also a 
substantial creditor of the company, agreed to accept 
preferred stock of the company in exchange for the 
amounts owed. 


Following the completion of this exchange, which oac- 
curred during the 1959-1960 fiscal year of the comm 
pany, the stockholders’ equity was still $108.208.20. In- 
deed, as of January 31, 1961, the stockholders’ equity 
was still $63,168.25; as of January 31, 1962, the stocks 
holders had an equity of $29,148.35. 


In continued efforts to accommodate to changing 
conditions and to continue the enterprise. further re- 
trenchment action was taken. The Los Angeles opera- 
tion was terminated and the company moved to its 
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-hoentx branch office, where it hoped to be able to 
perate at a profitable level. 


Unfortunately, these hopes failed to materialize and 
inally, the company was declared bankrupt in 1963. 


Questions Presented. 


The only question presented before the bankruptcy 
Hal court and the District Court on review was 
vhether the creditors’ claims of the debenture holders 
should in equity be subordinated in payment to the 
Jaims of other unsecured creditors, or whether they 
should be treated on a parity with them. No question 
was raised in the pleadings, at the trial, or before the 
Jnited States District Court Judge as to whether the 
o-called debenture claims were “provable” in bank- 
‘uptcy, or “enforceable”, and appellees respectfully ob- 
ect to the raising of such additional issues for the first 
ime at the present stage in the proceedings. 


Summary of Argument. 


The debentures are not proprietary interests; they 
ure debts of the bankrupt. Equitable grounds for sub- 
ordination of the debenture holders’ claims are not 
wresent. There was no proof of the existence of any 
sreditors in these proceedings to whose claims the ap- 
pellees’ claims should be subordinated legally or 
equitably. The Findings of Fact of the Referee should 
be sustained unless “clearly erroneous”’, 
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ARGUMENT. 


lk, 


The Debentures Are Not Proprietary Interests; 
They Are Creditors’ Claims. 


The Referee determined that the claims of the deben- 
ture holders in fact were debts and were not proprietary 
interests. As a result, he properly denied the trustee’s 
motion for subordination of their claims. 


The Referee’s conclusions were supported by a host 
of material factual criteria. The Findings of Fag 
numbered VIII, IX, X, XI, XII and XIII compe 
the conclusion which he reached. 


The same in substance determined, first, that the cap- 
italization of E. W. Reynolds Company was adequate 
and not merely nominal; second, that the employee- 
stockholders had no reason to believe that E. W. Reyn- 
olds Company was insolvent; third, that at the time of 
the agreement in October 1956, the employer-stockhold- 
ers did not have nor possess any degree of control over 
management or the fiscal policies of E. W. Reynolds 
Company (and a fortiori had none once they become 
debenture holders thereafter); fourth, that the financial 
difficulties of E. W. Reynolds Company were not at- 
tributable to the creation of the debenture obligations; 
fifth, that after the creation of the debenture obliga- 
tions the holders did not participate in the operation, 
ownership or management of E. W. Reynolds Com- 
pany; and sixth, that the trustee had not proved nor 
did any evidence disclose the existence prior to May of 
1957 of any presently outstanding claims of other gen- 
eral unsecured creditors. 

Thus, unlike cases where subordination has been or- 
dered, in the case at bar the facts established cumula- 
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tively that there was no proprietary interest on the part 
of the debenture holders and, on the contrary, the op- 
posite was true. 


“Where there was nothing to compel a finding 
that bonds secured by the bankrupt’s property 
must equitably be regarded as having been or as 
subsequently having become in effect a contribu- 
tion to capital in favor of general creditors, the 
bonds could not be subordinated to the claims of 
general creditors on that theory... 


“The power of subordination necessarily must be 
measuredly and not blankly exercised. It must 
have a sound regard for the distribution results 
that will be produced to the creditors whose claim 
is being subordinated as well as to the other 
creditors. It should not operate to take away any- 
thing punitively to which one creditor is justly 
entitled 1n view of the liquidation finality and be- 
stow it upon others who in the relevant situation 
have no fair right to it. It can, therefore, ordi- 
narily go no farther than to level off actual equi- 
table discrepancies on the bankruptcy terrain for 
which a creditor is responsible to the point where 
they will not create an unjust disadvantage in 
claim position and liquidation results.” 

In re Kansas City Journal-Post Co., 144 F. 2d 

7, 795, 800. 


With respect to the argument advanced by the appel- 
lant, we note that of the six classifications of situations 
set forth in the article “Equitable Subordination of 
Claims in Bankruptcy” by Herzog and Zweibil, upon 
which the appellant relies, only one such classification, 
namely, “Debt, Proprietary Interest or Capital Contri- 
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butions cases’, is urged as a basis for subordination in 
the case at bar. We submit that the evidence introduced 
in the instant case by the trustee fails to establish 
grounds warranting subordination upon the said basis. 


“These cases actually turn upon the existence OF 


non-existence of a debt, and not upon the question — 


of whether the court will subordinate the claim.” 
15 Vanderbilt Law Review 93. 

“Unfortunately, some bankruptcy courts have 
utilized the vague criterion of Pepper v. Litton 
(i.e. the ‘Rules of Fair Play and Good Conscience’) 
to determine the narrow question of whether the 
advance is in fact a loan or proprietary interest. 
A few opinions, however, have attempted to 
sketch applicable principles. Thus it has been said 
that it is not sufficient to find that the capitaliza- 
tion was inadequate, but that it must have been 
‘purely nominal’.” 15 Vanderbilt Law Review 95; 
Brown v. Freedman, 125 F. 2d 151, 156. 


Certainly in the case at bar, the facts fail to disclogmm 
that the capitalization at any time was “purely nome 


nal”. Even if a less restrictive test were applied, the 


evidence does not adversely establish any basis upon 


which the court can make a “factual determination as 


to whether the corporation has been provided with sep- 
arate assets adequate to give it at least a reasonable! 
business chance to carry out its asserted functions”. 15 
Vanderbilt Law Review 95. In fact, the evidence wholly 
supports the position of the debenture holders, for long: 
continued operation was feasible. 


Other applicable principles to be applied, according to 
said authors, include whether the essential nature of an 
advance is the cause of the eventual insolvency. Op. 
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sit., at page 96. “On the other hand, if bankruptcy is 
uttributable to causes other than that the entire life of 
he company from its inception was an insolvent opera- 
ion, the loan is more likely to be sustained as such.” 
Op. Cit., 15 Vanderbilt Law Review 96; In re L. M. 
Alleman Hardware Co., 181 Fed. 810, 813. 


In the case at bar, the trustee has failed to sustain 
che burden of proof to establish this criterion. 

“Another factor is time. The longer a corpora- 

tion functions on its initial capital before control- 

ling stockholders make advances, the greater the 

likelihood that the advances will be held bona fide 

loans.” 15 Vanderbilt Law Review 96; Arnold v. 
Pluillips, 117 F. 2d 497. 


Im the case at bar, the factual situation is not that 
of controlling stockholders, or even of stockholders 
who contintte to be such at all; on the contrary, the 
debenture holders herein wholly lost their position as 
shareholders in the corporation upon relinquishment 
of their shares many years ago. It is submitted thai 
the trustee failed to sustain his burden of proof on this 
factor either. 


“Active participation in management may be one 
of a series of cumulative indicia of a proprietary in- 
terest.” 15 Vanderbilt Law Review 98. The facts at 
hand establish exactly the opposite situation in this 
case. 

The Court of Appeals for the Ninth Circuit was 
presented with the situation of an advance to a debtor 
corporation in consideration of an offer by a stock- 
holder of his “net profits” in the development or sale 
of an oil lease. On these facts the court could find no 
joint venture, but merely a debtor-creditor relation due 
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to the absence of proof that the lender had any voice 
in the management of the venture or that he participated 
in the work. Accordingly, the court reversed an order 
of the Referee and of the District Court subordinating 

the claim, stating that it found “no evidence of any | 
conduct on appellant’s part which would make it in- 
equitable for him to share with other creditors, or 
which estops him from so doing.” Jn re Pomoc Oil 


Co., 110 F. 2d 210 (9th Cir.) 


ne 
Appellant Failed to Prove by Clear and Convincing 
Evidence That Equitable Grounds for Subordi- 
nation of Appellees’ Claims Are Present. 


Rather than lightly or automatically invoking subor- 
dination, this drastic remedy has been limited by the 
courts to nullify the effect of fraud that a credita 
has committed. 


The standard adopted by the U.S. Supreme Court 
for subordination requires: 
“The violation of rules of fair play and good con- 
science by the claimant; a breach of the fiduciary, 
standards of conduct which he owes the corpora- 
tion, its shareholders and creditors.” Pepper v 
Litton, 308 U.S. 311, 84 LE. 291. “The role 
is well summarized in /u re Bowman Hardware 
& Electric Co., 67 F. 790, 792, 794, as follavame 
‘Before a general creditor’s claim against the bank- 
rupt may be disallowed or its status lowered, it 
must appear that said creditor has been guilty of 
some act involving moral turpitude or some breach 
- of duty or some misrepresentation whereby other 
creditors were deceived to their damage’.” Me 


Donell v. Sampsell (CCA 9th), 193 F. 2d 954 
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In denying subordination and ordering that the credi- 
tors’ share on an equal basis, the court has declared: 
“The theme of the Bankruptcy Act is equality of dis- 
tribution. Sec. 65a; JA/oore v. Bay, 284 U.S. 4; 18 
Mumm) 675; 52 S. Ct. 3; 76 L. ed. 133. To bring 
himself outside of that rule, an unsecured creditor car- 
ries a burden of showing by clear and convincing evi- 
dence that its application to his case so as to deny him 
priority would work an injustice.” 


Accordingly, the court required that there be proof of 
fraud in a transfer as a basis of granting priority over 
other unsecured creditors, and as a result, such proof 
being absent, denied the subordination sought as _ re- 
spects certain unsecured claims. 

Sampsell v. Imperial Paper & Color Corp., 313 
Se 15, Shel. ede 1293, 1298: 


Similarly, the decision in Hansenn v. Wingren, 121 
F. 2d 1011, 314 U.S. 683, enunciated and summarized 
succinctly in a headnote thereof, determined: 

“Where claims of creditors were established in cor- 
porate reorganization proceeding and were secured 
by lien on corporation’s assets prior in rank to 
claims and liens of certain other creditors, and the 
plan was confirmed and consummated in part, and 
nearly three years after confirmation the corpora- 
tion was adjudicated a bankrupt, and corporation’s 
financial position on date of adjudication was sub- 
stantially different from its position on date of 
confirmation of plan and creditors could not be 
placed in status quo, and creditors lost certain 
valuable rights by accepting plan of reorganiza- 
tion, creditors, were entitled to prioritv over such 
other creditors in the bankruptcy proceeding.” 
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By analogy, the debenture holders in the instant case 
likewise changed their position by accepting issuance 
of their debentures many years ago; surrendered any 
authority to participate in the direction and/or con- 
trol of the corporation involved; the issuance of their — 
debentures was at a time when the corporation had a 
surplus, and was in actual payment, then and there, 
for the shares of stock which they surrendered; was 
entirely under the supervision and direction of the 
Corporation Commission of the State of California; and 
there was no fraud or withdrawal of assets occasioned 
by the resulting change of position above mentioned. 


The facts in the case at bar are accordingly clearly 
distinguishable from the case decided in the year 1919 
and relied upon by the trustee, namely, Keith v. Kilmer, 
261 Fed. 733, and which forms the basis of the annota= 
tion in 9 ALR 1287. Contrary to the instant caseymm 
Keith v. Kilmer the court pointed out that, “It is en- 
tirely clear that the transaction out of which the alleged 
contract grew was entered into, not for the benefit of 
the corporation itself, but for the benefit of certain 
stockholders. In brief, junior and minority sharehold-, 
ers, desired to buy out the senior and majority share- 
holders; and, having no money with which to buy, the 
parties agreed, not for the benefit of the corporation, 
but for the benefit of the trading shareholders, to have 
the corporation, in form at any rate, agree to buy and 
pay for a large part of the stock intended thus to pass 
ultimately from the seniors to the juniors, thus giving 
them control of the corporation and its offices with the 
emoluments thereof. The corporation was so-to- 
speak made an accommodation purchaser for the bene: 
fit of certain vending and purchasing shareholders.” 
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Similarly, analysis of each case cited in the annota- 
ion to said case of Keith v. Kilmer, also reveals that 
here were clements of moral turpitude with respect to 
he specific transaction involved. Such was not the 
fate of the facts in the case at bar. On the contrary, 
vere it was the corporation which initiated and carried 
orward the acquisition and immediate cancellation of 
he shares of stock from the debenture holders, and 
here is a total absence of evidence, much less the “clear 
ind convincing proof” required in cases of fraud, to 
sstablish in any way any unjust enrichment or inequi- 
able conduct on the part of the debenture holders in the 
‘ase at bar. 


Ti 
There Was No Proof of the Existence of Any Credi- 
tors in These Proceedings to Whose Claims the 
Appellees’ Claims Should Be Equitably Subordi- 
nated. 


The trustee failed to establish at the trial the ex- 
istence prior to May of 1957 of any claims now out- 


standing of other general unsecured creditors. [Finding 
of Fact No. XIII. ] 


For that matter, there was no proof offered or re- 
ceived in evidence at the trial on the Objections to 
Appellees’ Claims either as to the existence or nature 
of any creditors’ claims other than those of appellees, 
with the possible exception of the existence of the 
claims of former principals of the debtor, namely the 
Estate of W. H. Butler. With regard to the claim of 
said creditor, said creditor has never urged the sub- 
ordination of the claims of appellees, although actively 
participating in the bankruptcy case. 
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Under the circumstances, where there has not been 
established the existence of any creditor or class of | 
creditors who equitably are entitled to a priority over | 
the creditors’ claims of appellees, an indispensable ele- 
ment necessary for subordination is absent. Certainly, 
the appellant is in error in asking this court to speculate 
that there may be in existence claims of other creditors 
which equitably have greater rights than those of ap 
pellees; in fact, such was not proven to be the case 
Only where there is clear and convincing evidencey 
that denial of a priority to another creditor would work ~ 
an injustice to him is subordination appropriate, and» 
this obviously has not been established absent proot- 
of the nature and existence of such other creditors’ 


claim. 
Sampsell v. Imperial Paper & Color Corp., 313 
UES. Jia eo er cd el29s os. 


Consolidated Music Co. v. Brinkerhoff Piano 
Co., 64 F. 2d 884, 886; 

First Trust Company yv. Illinois Central RAG 
Co., 256 Fed. 830 (aff'd 249 U.S. 6153 
L. ed. 803, 39 S. Ct. 390, 243 Fed. 45050 
Fed. 970). 


IV. 
The Findings of Fact of the Referee Should Be 
Sustained Unless “Clearly Erroneous.” 


Where, as here, there is no transcript or summary 
transmitted on review, the reviewing court must look 
to the findings of the Referee as conclusive of the facts 
unless on their very face they appear erroneous. 

“The findings of the Referee were conclusive upo 
the trial court unless they appear to be wrong 1 
their face.” Matter of Runnymede Finance Co., Inc 
(C.C.A. 9th), 64 F. 2d 169. 
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In the case at bar, lengthy hearings were held before 
he Referec, at which witnesses were sworn and testi- 
ied and whom the Referee had the opportunity to ob- 
erve, documentary evidence was introduced, counsel 
ad full opportunity to argue the matter and did so, 
nd the Referee prepared Proposed Findings of Fact, 
Sonclusions of Law and Order, to which Objections 
vere lodged by the trustee’s counsel. After careful 
onsideration, the Referee finally made and entered the 
findings, Conclusions, and Order on file herein. 


It is established beyond question that the Findings of 

. Referee will not be disturbed on appeal unless “clearly 
rroneous”’. 

“Where the basic and undisputed facts are fairly 

susceptible of diverse inferences requiring different 

conclusions, the determination made by the trier 

of fact is conclusive on review unless that finding 

is ‘clearly erroneous’.” Hoppe v. Rittenhouse 


(C.C.A. 9th), 279 F. 2d 3, 9. 


The foregoing holding of the courts is directly in 
iccord with the applicable Federal Rules of Civil Pro- 
edure and with the applicable General Order in 
Bankruptcy. 

Rule 52(a) of Federal Rules of Civil Procedure; 
General Order in Bankruptcy 47. 


Conclusion. 


The appellees do not hold “proprietary interests”. 
Jn the contrary, the debentures which were isstted and 
which form the basis of their claims, were issued for a 
concurrent consideration, and the transaction was a 
fully completed and executed one, not an executory 
agreement. The debentures were negotiable. Toa sub- 
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stantial extent, the present creditor claimants are not 
those to whom they were initially issued, but are their 
heirs, successors, assigns, or transferees. There was no 
fraud in the creation or maintenance of the claims of 


appellees, and there is no inequity in treating them ona 


par with other creditors; on the contrary, to do other- 
wise would result in a gross inequity. Where the deben- 
tures, and accordingly cannot be said to have arisen in 
current cancellation of shares of stock which debenture 
holders formerly held, where the rights of creditors (if 
any) arose subsequent to the issuance of the deben- 
tures and accordingly cannot be said to have arisen ity 
reliance upon any financial statement or condition 
whereby there was reliance upon the existence of any 
capital stock purportedly held by appellees or their 
predecessors, and where the debentures were issued 
under the supervision, control, and authorization of ap- 
propriate public authorities, it is submitted that the 
equitable principles necessary for invoking subordination 
are not present. Accordingly, subordination should be 
denied, the creditors’ claims allowed, and the Order of 
the District Court and Referee sustained. 


Dated at Los Angeles, California, January 31, 1968. 
Respectfully submitted, 


Huston & KENDRICK and 
HASKELL H. GRODBERG, 


By Haske. H. GRopBERG, 
Attorneys for Appellees-Debenture Holders 


Certificate of Counsel. 


I certify that in connection with the preparation of 
his brief, | have examined Rules 18, 19, and 39 of the 
Jnited States Court of Appeals for the Ninth Circuit, 
ind that, in my opinion, the foregoing brief is in full 
sompliance with those Rules. 


HASKELL H. GRODBERG 


